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SUBJECT: Smal | Enpl oyer Health Care Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .

DEPARTMENT POSITION CHANGED TO

REMAINDER OF PREVIOUS ANALY SIS OF BILL ASINTRODUCED/AMENDED STILL APPLIES.
X OTHER - See comments below.

SUWARY OF BILL

Under the Personal Inconme Tax Law (PITL) and the Bank and Corporation Tax Law (BCTL),
for a period of five years, beginning on or after January 1, 1999, eligible small
enpl oyers, as defined, would be allowed a credit for providing health coverage, as
defined, to their enployees or dependents thereof. The credit would be an
“applicabl e percentage” of the nonthly costs paid or incurred during the year. The
“applicabl e percentage” would be 10% for years beginning in 1999 and woul d i ncrease
5% each year thereafter to a maxi mum percentage of 25%for years begi nning 2002 and
t hereafter.

The allowed credit would be in lieu of any deduction otherw se allowabl e, but the
enpl oyer could elect to annually choose either the applicable deduction or the
credit.

The California Research Bureau would be required to annually report to the

Legi sl ature on or before March 1, 2001, and each year thereafter on the effectiveness
of the credit in encouraging small businesses to offer health insurance to enpl oyees.

SUWMVARY OF ANMENDMENT

The January 8, 1998, anmendnment renoved provisions that relate to tax relief for
smal | businesses that are inpacted by the increased m ni rum wage and generally
woul d have reenacted the small -enpl oyer health coverage credit, whichwould have
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been operative January 1, 1993, but was repealed by SB 711 (Stats. 93, Ch. 74),
effective on June 30, 1993.

Thi s anendnent reduces the credit percentage for each of the first three years,
allows for the enployer to elect to take either the applicable credit or
deduction, limts the credit to five years (sunsetting Decenber 1, 2004) and
requires the California Research Bureau to report on the effectiveness of the
credit on or before March 1, 2001, and each year thereafter.

EFFECTI VE DATE

As a tax levy, this bill would take effect inmediately upon enactnent but would
apply to taxable or incone years beginning on or after January 1, 1999.

LEG SLATI VE HI STORY

SB 2260 (Stats. 88, Ch 1521); SB 1207 (Stats. 89, Ch. 797); SB 107 (Stats. 91,
Ch. 103); SB 617 (Stats. 92, Ch. 699); SB 711 (Stats. 93, Ch. 74); SB 102 (Stats.
93, Ch. 75); SB 1162 (1997).

PROGRAM HI STORY/ BACKGROUND

The smal | - enpl oyer health coverage credit was enacted in 1988. The credit was
limted to small enployers who in the two years immedi ately preceding the
operative date had not subsidized or provided health insurance. In 1989, the
credit was anended to apply also to those small enpl oyers previously providing
coverage. However, the operative date of that credit was del ayed each year, so
that the credit never becane operative and eventually was repealed in 1993.

As part of the federal “Health Insurance Portability Act of 1996, begi nni ng on or
after January 1, 1997, as a pilot program a certain nunber of enpl oyees covered
under a small - enpl oyer-sponsored hi gh deductible health coverage plan may establish a
nmedi cal savings account (MSA) and be allowed a tax deduction for cash contributions
they nake to their MSA. Wile the limt is 750,000 taxpayers nationw de, previously
uni nsured individuals are not taken into consideration in determn ning whet her the
maxi mumis reached. Until the nmaximumis reached, any contributions that an enpl oyer
makes to an enpl oyee’s MSA are busi ness expense deductions, and the anmount
contributed is not includible in the enployee’'s income. Wthdrawals from MSAs for
qgual i fi ed nmedi cal expenses, including |long-termcare and insurance contracts, are not
t axabl e.

SPECI FI C FI NDI NGS

Under current California and federal |aw, enployers are allowed a business
expense deduction for subsidizing health care plans for their enployees, which

i ncl udes contributions by small enployers to MSAs of eligible enployees under the
federal pilot program Under the federal MSA law, to which California conforns,
a small enployer, in general, enploys on average 50 or fewer enpl oyees.

Under this bill, taxpayers that enploy on the average of no nore than 25

enpl oyees during the year (small enployer) would be allowed a credit against
their inconme/franchise taxes for the cost of providing health coverage to

el igi ble enpl oyees and their dependents. The allowed credit would be the sum of
the “applicable percentage” of the total anount paid or incurred for health
coverage for the individual, plus the covered individual’s dependent or
dependents.
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The “applicable percentage” is as follows:

For taxable or incone years beginning in 1999, 10%
For taxable or incone years beginning in 2000, 15%
For taxable or incone years beginning in 2001, 20%
For taxable or inconme years beginning in 2002 and 2003, 25%

An additional $5 tax credit would be allowed per nmonth per covered enpl oyee for
each of two suppl enental benefits the eligible small enpl oyer provides.

To qualify for the credit the eligible small enployer must pay or incur at |east
75% of the nonthly health coverage premiumfor eligible individuals, for which
the individual does not pay nore than 25% or in the event a dependent is
covered, at |east 75% per nonth toward the eligible individuals dependent(s),
for which the individual does not pay nore than 25% and

Partici pati on must be rmade avail able within 60 days of enploynment to all eligible
i ndi vi dual s, which could include part-time or seasonal enployees if the enpl oyer
el ects to cover such individuals.

Currently, under federal and state |aw, anmobunts paid by an enployer for enpl oyee
benefits, including enpl oyer-provided health coverage, are deductible as a trade
or business expense in conputing taxable incone.

Cccasionally, the | aw provides that a taxpayer may “elect” alternate beneficial
treatment of certain items. In nmaking the election, the specific |law requires
that the itens to which the election applies be identified, the election be nade
on the taxpayer’s return and that the el ection be irrevocable except with FTB' s
consent .

Under this bill, the credit would be in lieu of any trade or business expense
deduction to which the enpl oyer otherwise may be entitled for the sane anmpbunts on
which the credit is clainmed, but the taxpayer may annually elect to take either

t he deduction or credit.

Currently, under federal and state |aw, enployer-provided health coverage is not
i ncludi bl e as gross incone of the enpl oyee.

Under this bill, in the event the ambunts were to be includible in arriving at
the empl oyee’s adjusted gross inconme for federal purposes, the amounts woul d be
excludi bl e for state purposes.

The bill would define “eligible enployer,” “eligible individual,” “health
coverage,” “basic health care services” and “suppl emental benefits.”
Under this bill, the California Research Bureau, which is in the State Library,

woul d be required to report annually to the Legislature begi nning on or before
March 1, 2001, on the effectiveness of the credit in encouraging snmall businesses
to offer health insurance to enpl oyees.

| npl erent ati on Consi derati on

This bill would not significantly inpact the departnent’s prograns; however,
it is noted that the credit does not limt the nunber of years for which the
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credit may be carried over. Actual experience indicates nost credit carry-
overs are exhausted within eight years, but without a limtation in the
nunber of years that the credit may be carried over, the credit would
continue to be nmentioned in the tax forns. Additionally, of concern is that
subdi vision (j) and (k) make reference to “disability insurance,” which does
not appear to be included in the definition of “health coverage.”

Techni cal Consi derati ons

The manner in which the credit statute is structured may cause confusion.
Al so, anmendnents may be desired to renove | anguage nade unnecessary by
rel ated | aw changes between the tinme of previous |egislation and the
present. Anendnents may al so be necessary to clarify the | anguage, in

general . Upon request, staff will work with the author’'s office to nmake the
foll ow ng technical changes as the bill noves through the |egislative
process:

Subdi vision (a) indicates that the credit anpbunts are determ ned under
subdi vi sions (b) and (c), yet subdivision (i) provides for additiona
credit anounts.

Subdi vi sion (b) pertains to credit anounts for individual coverage, and
subdi vision (c) pertains to credit amounts for dependent coverage.
However, because the | anguage for each subdivision is so simlar, at
first reading it appears to be duplicative and, therefore, may be

m sl eading. Additionally, the first sentence of subdivision (b) makes
reference to “that” health coverage. The health coverage at issue is
“heal th coverage for an eligible individual” and should be so stated.

Subdi vi sion (b) provides that to qualify for the credit a certain
percentage of the prem um nust be paid by the enployer. It also provides
that participation nust be nade available within a certain tine but it is
uncl ear whether this is condition nust be met in order to qualify for the
credit.

Subdi vi sion (g) provides for the sharing of expenses and allocation of
the credit. This provision is unnecessary because, subsequent to the
previous enactnent of this credit, the sharing/allocation provisions are
now i ncluded in Section 17039(e)(1)-(3) as a default allocation rule
applicable to all credits in absence of specific statutory |anguage to
the contrary.

Subdi vision (h)(2) of the PITL provision in this bill begins to define an
“eligible enmpl oyer” as an “individual, estate, trust or partnership,”
wher eas under BCTL subdivision (h) begins to define an “eligible

enpl oyer” as a “taxpayer.” The PITL provision doesn’t make a bl anket
reference to “taxpayer” because before January 1, 1997, “taxpayer” did
not specifically include partnerships and they were to be included.
However, as of January 1, 1997, the term “taxpayer” does include
partnerships, so the term*“taxpayer” can be used under the PITL
provision. Additionally, using the term*“taxpayer” under the PITL
provi sion would allow fiduciaries with enployees to qualify for the
credit.
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Subdi vision (h)(3)(A) and (B) of both the PITL and BCTL provisions define
“eligible individual” to include certain enployees. To be consistent
with the definitions used under the Unenpl oynment I|nsurance Code,

par agr aphs (A) and (B) should provide that the services are those
performed for “wages.”

Additionally, fromdiscussion with the author’s office and Assenbly Revenue
and Taxation Commttee staff, the anendnent that allows the taxpayer to
“elect” either the deduction or credit (page 3, lines 14-16 and page 8,
lines 13-15) was to prevent the taxpayer fromtaking both the credit and
deduction. It was overlooked that the bill already precludes the taxpayer
formtaking both the credit and deduction; therefore, the election provision
shoul d be elimnated to avoi d confusion

FI SCAL | MPACT

Departmental Costs

This bill should not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

The estimated revenue inpact of this bill is shown in the follow ng table:

Revenue | npact of AB 1287 as Anended January 16, 1998
Ef fective BoA 1/1/99

($ MIlions)
1998-9 1999- 00 2000-01 2001- 2 2002- 3
($28) ($137) ($324) ($550) ($725)

Thi s anal ysis does not take into account any change in enpl oynent, personal
i ncome, or gross state product that may result fromthis bill becom ng | aw

Revenue Estimate D scussion

The estimated revenue | osses reflect in this analysis are |less than the

estimate for the bill as anmended January 1, 1998, and |ast year’s bill (SB
1162), reflecting the | ower percentage credit rates. The basi c data,

met hodol ogy, and assunptions used in devel oping the estimate for this bill
the bill as anmended January 8, 1998, and SB 1162, are the same and di scussed
bel ow.

The revenue inpact of this bill would be deternmined by the qualified costs
and the tax liability of taxpayers reporting those costs. The qualified
costs will be determ ned by the nunber of qualified workers provided

i nsurance by their enployers and the amobunt spent by their enployers for
t hat coverage.

The revenue inpact depends crucially on the nunber of qualified workers who
are currently insured by their enpl oyers and the anount of enployer paid
costs for providing insurance. The nunber of qualified workers currently

i nsured was devel oped froman estinmate provided by the UCLA Center for
Health Policy Research; 61% of workers in firnms of 25 or fewer enpl oyees
were insured in 1994. It is assunmed that the percent coverage has not
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changed significantly since 1994. For the cost of insurance staff used
$2,817, which is a weighted average of industry price quotes including those
provi ded through the Health Insurance Plan of California (H PC) for 1997.
The insurance prem umwas grown to yield a weighted average for 1999,
resulting in an insurance prem um of $3,4009.

The estinmate al so takes into account the increase in spending for insurance
that would result fromthis bill. This estinate assunes that for every one
percent decrease in the after tax cost of insurance, there will be a
correspondi ng one percent increase in spending for insurance. Note that a
credit of 25%results in after tax reduction in costs of about 10% after
accounting for the |ost deduction (the credit is in |lieu of the deduction)
and federal taxes on the reduced state tax. This nmarket response was evenly
al l ocated to increased coverage of currently uninsured workers and to
upgradi ng of existing insurance policies. Note that increased spending for
health insurance tends to redirect inconme fromtaxable transactions (wages
and profits) to transactions (insurance conpany incone) that are not subject
to PITL or BCTL. This estimate al so takes into account the reduction in the
tax base that results fromthis substitution effect. Finally, this estimte
assunes that the interaction between the proposed credit and the recently
enacted MSA legislation is mnor. The MSA legislation is targeted toward
catastrophic health care coverage while this bill targets basic health care
coverage. In addition, the MSA programis restricted to those enpl oyees who
participate in the federal pilot programwhich, although restricted to

750, 000 participants nationwide, is not restricted to enployees within a
particular firmsize category.

POSI Tl ON

Pendi ng.



